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Aging Versus Ratios

of recent years in ratios
TH Ehasinterest
called forth considerable dis-

cussion. How much has been based on
theory and how much on practical facts,
of course, is difficult to determine. One
ratio suggested, namely, that showing the
relation of receivables to merchandise,

has been rather consistently rejected by
practical accountants because to them its
conception appears illogical.
The ratio of receivables to sales has
been more favorably received since, when
used on a comparative basis, it will show
the trend with respect to the amount of
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capital invested in accounts receivable in
relation to the volume of sales.
The months' sales in the accounts receivable balance also has enjoyed some
use, because it goes further than the receivables to sales ratio i n indicating how
the receivables appear in relation to the
credit term, and, when compared with
prior periods, whether the receivables as a
whole are becoming stronger or weaker as
an asset.
Neither of these methods shows more
than a very general condition on which
exceedingly little reliance may be placed.
Neither will supply enough information to
justify specific conclusions, or do more
than indicate in some cases the need for
further investigation. A t the same time
the results may not be relied upon to determine conclusively whether or not further investigation is required.
Both of these methods have been
thought at times to bear some relation to
"aging," which may be defined as a systematic classification of accounts receivable, according to the months or periods in
which the uncollected charges were made.
For example, for some time it has been assumed that a tendency, as shown by the
ratio of receivables to sales, or by the
months' sales in receivables, i n the direction of increasing receivables investment
in relation to the volume of sales, was an
indication of the need for aging. This was
predicated on the theory that the older
an account becomes, the greater is the
likelihood of its resulting in a loss, and
therefore the necessity of determining specifically the age of the individual accounts.
A recent short study of the matter indicates that there is not sufficient relation
between ratios and months' sales and aging
to justify reliance on the two former
methods to the extent of governing the
aging procedure. Ratios of receivables to
sales for three successive years (1923,
1924, and 1925) show 22%, 16%, and 18%,
respectively. This establishes the fact
that as between 1924 and 1925, an i n creasing amount of capital is becoming
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invested in accounts receivable and indicates that the company is losing the improvement in the condition of the receivables as between 1924 and 1923, which,
of course, is an unfavorable tendency.
The current condition of the accounts as
determined by aging, however, tells a
different story. In the years corresponding to the foregoing ratios, the relations
of current accounts to total accounts receivable were represented by 85%, 80%,
and 85%, respectively. In other words,
while the investment in accounts receivable in 1925 was increasing both in amount
and in relation to the volume of sales, the
condition of the accounts was improving.
The amount invested in current accounts
was becoming larger; the amount in old
accounts, smaller.
Studying the two sets of percentages
alone, one immediately concludes that the
sales must have increased in volume disproportionately during the latter part of
the year. Such was not the case. Sales
by months showed neither vertical nor
horizontal fluctuations of an abnormal
nature during the latter half of the year.
There was no change in the credit terms.
But the result was equivalent thereto. In
1925 the volume of sales on ninety-day
terms increased out of proportion to those
on thirty- and sixty-day terms.
While this one study, perhaps, is not
conclusive as to the lack of reliance which
may be placed upon ratios, it demonstrates beyond question, apparently, that
nothing will quite take the place of aging.
Again, ratios will not determine conclusively whether or not aging is necessary.
The other methods will show tendencies
and equivalents in terms of sales. They
do not take into consideration the actual
condition of the accounts. Aging shows
the actual condition at a given date, which
is a better index to the probability of loss
through uncollectible accounts.
Aging is a valuable aid in judging the
asset value of accounts receivable. Also,
it brings to the surface old accounts in
which fraud may be concealed.
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